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This month’s contributors are Philadelphia Chapter members. Charles A. Pfahler, Sun 
Oil Company, Contributing Editor from the Quaker City, was responsible for our publication of 
the following two articles, representing digests of talks made by R. Visscher Millar and Horace G. 
Hill, Jr. Mr. Millar illustrates “Manufacturing Control Through Budgets” at his company, the 
Pennsylvania Salt Manufacturing Co. Mr. Hill draws on his experience at the Atlantic Refining 
Company in portraying the means and advantages of budgeting capital expenditures. 

The Question Box contains a question that is answered by Philadelphia Chapter members. 


MANAGEMENT CONTROL THRU BUDGETS 
R. Visscher Millar - Pennyslvania Salt Manufacturing Co. 





ACCOUNTANTS IN BUDGETING 

An Accountant’s duties are varied. Sometimes he wears the historian’s hat, putting down 
in the record the events of business life in terms of quantities and dollars. Much of the time Mr. 
Accountant is a reporter. He looks at the record he has compiled and interprets it. The diary of 
the company is kept by the Accountant andhe is calledupon whenever factual references are needed. 

Knowledge of the Company and the accounts of course are essential for this work. So too 
is appreciation of the needs of those to whom he is sending data. The President is more likely 

& to want over-all totals than minute detail. Department Heads want information about their own 
bailiwicks -- not general Company data. 

He has another function often glossed over too lightly. I call it “What if...” Management 
gets interested in a project -- a reorganization, a new line of sales, or purchase of another 
company. In evaluating it they need an estimate of the probable effect on Profit. “What will it 
do to our tax picture?” “Will the increased selling expense be justified?” “How does return on 
investment look?” Anda myriad of other questions that need careful, accurate answers before 
the final decision is made. 

Under the “What if...” hat he has to find a crystal ball for he is looking into the future. 
Sometimes past performance yields a clue to probable effects of the proposed action. But often 
he must work by “seat of the pants.” He is now approaching the field where he can be of maximum 
service to Management. When he is a “What if...” man he is interpreting a proposal in figures. 
But one can’t add paragraphs and chapters into New Profit -- it is only the dollars and cents that 
can be so treated. 

One of the more interesting aspects of such work is that, in effect, Mr. “What if...” Account- 
ant stands beside Management looking at these plans. He is acting as Management’s interpreter 
and as Management’s test kit. He must see through Management’s eyes. 

Now we come to a newer segment of our Accountant’s operations...his Budget hat. Wearing 
it, Mr. Accountant extends his “What if...” service to Management to a continuing function. Period- 
ically he sets down a record of the future very much like the record of the past that is a more 
traditional duty. Also periodically, but usually more frequently, he sets the past and the future 
records side-by-side and compares them for Management, 

Mr. Budget Accountant needs some additional talents for hie work, such as the delicate 
one of acting for Management as a policeman, but most of the requirements are similar to those 
of other aspects of his work. 

The very nature of Mr. Accountant’s work as a Historian, a Reporter anda “What if...” 

© man assure that most of the abilities of a Budget Director are developed. For proof of this, 
consider how many effective Budget men you know who came up through Accounting. 
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A CASE HISTORY e& 
Before we paint “Budget Director” on Mr. Accountant’s door, let us see what the job 
includes. ‘We want an Operating Budget. A plan of operations for a stated future period expressed 
in figures which is sufficiently complete so that a reasonable estimate of Net Profit may be 
obtained. 
I propose to submit for your consideration Pennsalt’s Operating Budget as a case history. 
It is by no means a finished product, although there are six or seven years of development behind 
it. But it does represent an integrated program that has been built step by step. 













BUDGETING PRINCIPLES 
First, for some of the principles on which Pennsalt’s Operating Budget is based... 

1. A forecast or Budget is always made by the operating unit that is responsible for or 
knows most about the phase of Profit being considered. 

2. Although all Forecasts and Budgets are approved by higher levels and ultimately by 
Top Management, the figures as submitted are never changed unless the responsible operating 
executive agrees. 

In Pennsalt operating budgets in the plants are set by the Standards Committees. Typically 
they consist of the Plant Accountant, the Foreman of the Process, his superior the Process Super- 
visor, and someone from the Engineering Department. That group estimates costs at each level 
of operations of the process; after approval by the Plant Superintendent this becomes the Budget. 

Of course, usually it is not very difficult for the Plant Superintendent to convince the Com- 
mittee that the Budget is too high. But this consultation between the two levels is more thana 
matter of form. Through it the Committee and every member of it -- notably the Foreman -- 
have ample opportunity to protest the reduction and if everyone agrees, later they cannot complain 
that it has been “railroaded.” The Budget still belongs to the Committee; it has not become an 
arbitrary Management goal or “bogie.” 

The same principle holds in Sales Forecasting and <xpense Budgeting. If a Sales Manager’s i 
estimate of future business is too high in the judgement of Management, the Sales Manager is 
brought into ‘agreement before it is reduced. Or if a Division Head believes one of his Department 
Managers has omitted an important item from his Expense Budget, he is consulted before it is 
added. 

























“...the figures as submitted are never changed unless the responsible operating executive 
agrees.” 

3. No single Forecast or Budget is approved until its relation to others and especially to 
the Budget of Net Profit have been studied. 

Consider a process with two alternative end products that cannot be manufactured simul- 
taneously. Pennsalt in its Persulfate plant makes either Ammonium Persulfate or Potassium 
Persulfate. The plant shifts from one variety to the other rather readily but they cannot make 
both at once. Obviously the Potassium Persulfate Forecast of Shipments cannot be related to 
plant capacity without considering also the Ammonium Persulfate Forecast. 

There can be only one Dperating Budget -- the Budget of Net Profit. All other Budgets 
are subsidiary to and a part of the summation. 

4. Every Forecast or Budget figure has its actual counterpart. In building the Budget 
care is taken to assure that every estimate can be compared with actual results. 

Early in 1946 the Vice-President of Sales greeted my return from Uncle Sam’s employment 
with this assignment. “In December 1944 I asked the Sales Managers to let me have a complete 
Forecast of Sales for ’45. They worked it up carefully and we thought it was pretty good. But in 
total it was more than 25% off. I want you to go over it and tell me what went wrong.” 

I never completed that assignment. Even several weeks of comparing the Forecast for ’45 
with the Sales totals of the Accounting Vepartment got me nowhere. It was like comparing 
chickens with bulldozers. 

Sales had stuck consistently to the grouping of products they worked with. There was 
detail only as detail was important to them -- and you will understand that was infrequently! * 
Accounting, on the other hand, assembled their data by plants, without regard to Sales Departments. 

(In Pennsalt, there is no correlation between the two organizations. Sales is broken down by the 
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industry-consumers. Plants are organized generally by availability of raw materials.) So where 
products were sold by two or more Sales Departments it was almost impossible to sort out the 
shipments. 

Again, Accounting would put all grades of an acid on one basis -- say 100%. But Sales, 
not interested in strength of the acid, had added their figures on the basis of the strength shipped. 
20% and 80% were lumped together. Comparison was almost impossible. 

That was an excellent example of failure to match Forecast or Budget and Actual. From 
that mistake came a major program of standardizing on the identification of products in accordance 
with the needs of Sales, Production and Accounting; after that came a reorganization of Sales 
Accounting, so that records could be added either by Sales Departments or Plants. Those steps 
had to be taken before what is now the Pennsalt Sales Forecast could be born. 

5. For every Forecast or Budget there is a Performance Report. The Forecast of every 
product in the line is compared to actual Sales. Costs are compared -- both volume and spending 
variances are determined. As the year progresses expenses are compared item by item with 
Expense Budgets, and when it is finished over-all comparisons are made. There are Budget 
Reports even on Income Taxes and Non-Operating Earnings. 

The reasons for this insistence on comparison of Budget with Actual are several. In the 
first place, the interest of those doing the Budgeting is maintained if they see how their “guesti- 
mates” came out. They are reminded of them and given ample opportunity to question them. 

Secondly, from these Performance Reports have come many improvements in both Account- 
ing and Budgeting. A department Head finds that he has been charged for an expense that actually 
should have gone to a neighbor’s account. He lets Accounting know about it -- be sure of that! 
Recurrence of those errors results in improvement of the charging system. Or suddenly the 
Personnel Department finds their Budget for Company premiums on Group Insurance is being 
badly exceeded. A Plant Superintendent made a change in his part of the Plan unbeknownst to 
Personnel. The answer? The Budget was wrong; that item should have been in the Plant Budget -- 
not Personnel’s. 

Finally, Performance Reports constitute a record that is valuable for preparation of 
future Budgets. If they are on a cumulative basis, the end of the year Reports are about all the 
‘thistory” needed for work on the following year’s Budgets. 


PENNSALT 

Before getting into the mechanics of assembling Pennsalt’s Operating Budget, let me intro- 
duce you to the Company. To understand the methods we use you should know that we are manu- 
facturers of a wide variety of industrial and specialty chemicals. (The “Salt” in our name, by the 
way, comes from our use of the old staple as a raw material. We do not sell salt!) 

Sales are about $60 million on an investment of $90 to $100 million. We have nine plants 
at points from coast to coast and from Philadelphia and Detroit in the north to the Dallas, Texas 
area in the south. 

Our organization is rather simple. Under the Board is the President with a small personal 
staff. Reporting to him are the Vice-Presidents and several other Division Heads. The Vice- 
President of Sales has nine Sales Managers, each heading a Department which serves a separate 
group of industries. Each Department is fully integrated, with national coverage and Regional 
and District Sales Managers as necessary. 

The Vice-President of Manufacturing, on the other hand, has his Plant Superintendents -- 
one for each of the smaller plants, and one for each major function in the larger ones. As I have 
already mentioned there is little or no relation between Sales organization and Plant organization. 

Finally there are the Financial Division and other units in the administrative group. 
Pennsalt includes the Research and Development Division with these latter. 

This type of organization simplifies the construction of an Operating Budget. Following 
the usual Profit and Loss Statement, we get the Sales Division to do the Sales Forecasting, Manu- 
facturing to give us Cost of Goods Sold, and each of the Division Heads the Selling and Administra~ 
tive Expenses. The programming and coordination are done by a small group under the Secretary 
and Treasurer. 
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BUILDING THE BUDGET 

The Operating Budget itself is an annual affair. All elements of Net Profit are Budgeted 
by months for a year so that we come up with monthly Profit figures as well as the annual one. 

The first step is the overall target. The President and his staff set the keynote for the 
operation by specifying the Sales and Net Profit expected for the following year. This is a matter 
of deciding on the totals; it is not done from a detailed approach. Economic factors are carefully 
considered and the only Company angle is the effect on Sales and Profit of important plans for the 
new year. 

Upon receipt of the Target from the President the Budget group passes it along to the 
Vice-Presidents and the Presidents of the Subsidiary Companies at the time the Budget schedule 
is announced. We have, therefore, a direction established for these Executives to follow in 
evaluating the detail that will follow later. 





FIRST PRELIMINARY FORECAST 

Now we turn to the Sales Manager to start us off on building the detail. You will observe in 
Exhibit I that we give as much data as is available for the current year to help in Forecasting the 
next one. As this was started in late July of 1953 we could give the Sales Manager only six months 
record for the first stab at 1954. 

The product is clearly defined -- by name and code number -- and the unit and the basis 
are also shown. One thing that the experience with the 1945 Sales Forecast taught us was to be 
exact in these matters. 

We also call for a Forecast of shipments from each of the several plants where such an 
approach is applicable. 

For each Plant the Sales Manager at this stage has the first two lines of the new year to 
fill. We make it as easy as possible for him. He uses arrows to repeat figures and shows the 
total year only if he wishes. All work is in pencil and there is no laborious typing or “dressing 
up.” All we ask of him is volume of sales and expected price. 

These so-called Forecast Books now come down to Forecasting and Statistics which is 
their permanent home. The people there do the extending, multiplying volume times price, and 
adding. Totals from each shipping point for the year, and totals from all shipping points are 
derived. Then they add the products for a total for each Sales Department, which enables them 
to prepare the summary that is shown in Exhibit II. 

You will note in the Exhibit that only ten products are listed. Actually this Department 
sells and is forecasting more than 40. But those ten constitute 80% of the Sales Forecast for the 
Department and consequently are worthy of nearly all the attention from this point on. We con- 
solidate the other 30 items into “Other Products” and do not again list them in detail. 

The summary goes back to Sales and it is the first time that the Sales Manager knows 
what the total is. We call it the “First Preliminary Forecast” and consider it so much a “shot in 
the dark” that it doesn’t even go to the Vice-President of Sales. We recognize that since it was 
developed without regard to total dollars, a great deal of adjustment is necessary. 

The Forecast Book itself does not go back to Sales -- instead a photographic copy together 
with the Summary is sent. The original pages are on transluscent paper to facilitate this shortcut. 
Sales uses a simple form for making the changes, noting their ideas on it in pencil with no copies 
and sending them directly to the Budget group. There the changes become new pages in the Fore- 
cast Book, and through a “control” the totals are adjusted. 

Thus, assuming that the group keeps abreast of the volume of changes, we know at any time 
what the current total is, and can report to the Sales Manager how he stands even by telephone. 





SECOND PRELIMINARY FORECAST 

The Budget group now turns to the Cost System for “$ Cost Unit.” And here we find our- 
selves up against that old “chicken-and-the-egg” routine. Which comes first? 

Sales maintains they cannot price without an estimate of costs; and without pricing they 
cannot do a good job on forecasting volume. On the other hand, Manufacturing says they cannot 
estimate costs without good volume forecasts. There is much to be said on both sides, and our 
Budget group would be presumptuous to say either Sales or Manufacturing is wrong. 
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Instead of that everyone compromises. We use the current year costs at this stage to 
apply against the next year’s volume Forecast. That gives Sales enough information to firm up 
their Forecasts, and then Manufacturing can work out the next year’s cost estimates. This com- 
promise requires that the Budget group have a very flexible procedure for they must pick up Sales 
Forecast changes and the new costs as quickly as they come through. 

So the current year’s costs are applied to the next year’s Sales. Again, this is done on 
the original pages of the Forecast Book, and new summaries are prepared like that shown on 
Exhibit I. You will note that we have added costs to the summary. 

At this point the volume information is passed on to the plants as very preliminary figures 
subject to considerable adjustment. Although they are not too reliable at this stage, they are a 
starting point, and Standard Committees start work as soon as they are received. 

Forecast of Shipments received by the Plants is shown in Exhibit III. Note how the pro; 
ducts are broken down into shipments and captive uses. This is an essential step, for the Foremen 
and their superiors are interested in what they will have to manufacture, regardless of whether it 
is going to the customers as finished goods, or to other cost centers or other plants for further 
processing. 

To review: At this point in the development, each Sales Manager has a photographic copy 
of his Forecast Book revised to date, with a summary showing costs. The Vice-President of Sales 
has an over-all summary and is ready to start consultations with his Sales Managers. The plants 
have these early figures and where possible, are at work building the new year’s costs. 


THIRD PRELIMINARY FORECAST 

Next are the Expense Budgets, like the one shown in Exhibit IV. Using one of the Expense 
Budget Progress Report forms, the Tabulating Department prepares worksheets for this step, 
showing the Expense Budgets for the current year, and the actual expenses for current year so far. 

There is one of these Budgets for each of the Non-Selling Departments and several for 
each of the Sales Departments. As far as Sales is concerned, the most important distinction is 
between those selling expenses that are readily and accurately chargeable to products and those 
which go directly to the Headquarters of the Department. For instance, in the so-called “Product 
Selling Expense Budget” we include commission’ to outside brokers where applicable, many of 
the ads on our products, and much of the direct mail activity. Cost of package labels -- which in 
Pennsalt is considered selling expense -- and depreciation on returnable containers also fall into 
this category. 

We get a Budget on these Product Selling Expenses by products -- so many dollars in total, 
or so much a percent of sales, or so many cents per pound sold... These figures are applied on the 
next to the last line of each block on the Sales Forecast pages, as you will see in Exhibit IV. 

Having a Sales Forecast, a Budge’ of Cost of Goods Sold (albeit based on the current year 
costs), and Product Selling Expenses for each product, we develop Product Earnings. The attempt 
here is to limit this level of Earnings to those items that are readily and accurately chargeable to 
products -- so that one may be compared with the other, and each with its cwn history without 
the confusion of pro-ration and allocation of over-all charges. Product Earnings are added for 
each Sales Department to give a pool from which that Department will deduct its general expenses. 

The latter are those expenses which are readily and accurately chargeable to the Depart- 
ment but cannot be so charged to the products sold by that Department. For instance, Salesmen’s 
Salaries and Expenses: With a widely varied line such as most of our men are selling, no good 
formula ever has been developed for spreading such items to the products. We charge these 
general expenses to the Department and they are deducted from the pool of Product Earnings that 
already has been worked out. 

So we have two Budgets for most of the Sales Departments -- Product Selling Expenses and 
General Expenses. In addition there are the Budgets of the Administrative Units. With these 
turned in to our Budget group, the summaries shown in Exhibit V can be worked out. 

First there is the summary of the Forecast Book, showing Product Earnings for the major 
products -- Sales, Cost of Goods Sold and Product Selling Expenses. Then we come up with the 
Department Earnings Statement on the left, where we have deducted from the total of Product 
Earnings the Headquarters and Field Expenses. And on the right is a type statement for the 
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Company. Here we make the further deduction of the Sales Division Staff Expenses and Admin- 
istrative Expenses for Operating Earnings. 

All of these proposals are preliminary at this stage, none having been approved by even the 
second level of Management. They are simply the first attempt to fit together the pieces of the 
jig-saw puzzle, but the picture is hazy and distorted. Here Division Heads come into action. The 
Vice-President of Sales weighs Expense Budgets against Sales Forecasts and direct adjustments. 
The Vice-President of Manufacturing begins to shape up his costs for the next year and gets the 
expenses of his Staff Departments in line. 

Inter-Departmental operations such as the Research and Development program already 
mentioned are brought into line. There are conferences at all levels, and Budgets and Expenses 
are foremost in thinking of nearly everyone in the Supervisory group. 


FOURTH PRELIMINARY 

Out of it all comes the penultimate Budget, complete with Parent Company and subsidiary 
plans. Every element has been reviewed and very few have come through the process unchanged. 
The balance between expense and income has been adjusted; new products, new plans, and new 
facilities have been brought in to the picture. The latest estimates of the national economy have 
been searched for their effect on the Company. We are ready now for the summary shown as 
Exhibit VI, the one that is presented to Top Management. 

This is usually a lengthy conference with the President, the Treasurer and the head of the 
Budget group supplying detail as requested from the mass that lies behind this summary. Division 
and Department Heads are called in for discussion of detailed figures ... and very little change is 
likely to be made. Generally because of the intense work of the preceding months the President 
“buys” the Budget. 





THE BUDGET 

Approval accomplished, Pennsalt now has its next year’s plan spelled out in figures both 
in detail and summarized to the ultimate Profit and Loss Statement. It is a fixed picture com- 
parable to the artist’s conception of the family car of 1983. It becomes a matter of record and a 
bench mark for comparison as we progress through the actual events. 





THE LATEST ESTIMATE 

But an estimate of the future cannot be a fixed thing. Our artist’s automobile must be 
redesigned when the internal combustion engine is replaced by a nuclear fission power plant with 
built-in fuel for the life of the car. He must adapt his impressions as new factors become appar- 
ent. 





So with the Budget. To say in the Fall of 1953 what December of 1954 will be like is an 
approximation at best. Production cannot lay out its Fourth Quarter plans on that basis alone. 
The Treasurer cannot plan his cash on such a long-range guess. 

And that is where the “Latest Estimate” comes in. The Budget -- the approved, fixed, 
finalized Budget -- is our permanent reference. But the Latest Estimate is a fluid, changing 
picture that reflects every new situation the Budget group can reduce to figures. This latest 
Estimate is built by extending the Budget principle. Just as the responsible Department Head, or 
the Department Head closest to an income or expense item, budgets it, so that same man also 
contributes to the Latest zstimate. He is responsible to report to the Budget group any change in 
the figures under his aegis. Sales Forecasts, new cost estimates, new or deleted or increased or 
decreased expense items, different tax applications... . all of these figures are reported to the 
Budget group as they occur. 

There is no periodic review; rather it is a channel of communication that never closes and 
that is greased for speed and simplicity. There are no forms, very little fixed routine, and only 
a few limitations. A Plant Superintendent can change a cost estimate by sending in a spare copy of 
the new data sheet. A Sales Forecast can be changed by a phone call. The Budget group may pick 
up a tax change in the newspaper, check with the Tax Accountant and introduce the change into the 
Latest Estimate. It is as simple as that. 

















VOL. II - NO. 5 .) * Page 7 


The limitations to all these changes? They are simple and rather obvious. First, a figure 
for a month may not be changed once we are in that month. Second, no Expense Budget may be 
increased without Division Head approval. Third, the Budget group may refer any change to a 
Division Head or the President if it is believed to be of sufficient importance. 

I can see that you are quailing at the thought of the mass of detail required to keep up with 
all these changes. You are right -- there are many figures and it is exacting work to keep abreast 
of them. But we have two important short-cuts that relieve the burden considerably. 

Remember the “major product” concept mentioned in connection with one of the early 
summaries of the Sales Forecast? That is carried throughout the year. After Sales, Production, 
Finance and the Budget group have agreed upon a list of major products, all of the others are put 
on a shelf . . . ‘way in the back with a lot of heavy ledgers in front of them. We don’t want any 
part of them, discourage changes in figures applying to them (and rarely get them), handling them 
as a total, “Other Products.”. For Sales Forecasts, Budgets of Cost of Goods Sold, and Budgets 
of Product Selling Expenses, this means reduction of the figure volume by more than 70%. 

Secondly, we keep control figures on all the elements of Net Profit. These start with the 
first totals derived in each classification -- Sales, Costs, Expenses and Taxes. Then when an item 
changes we subtract the old and add the new continually showing the new totals. Occasionally we 
add all of the detail in one classification as a spot check on our control -- but rarely is that 
necessary. 

Thus, with a careful procedure within the Budget group to assure complete processing of 
every change, we are able to handle the whole job among six or seven clerks and clerk-typists. 

Before I leave this “Latest Estimate” concept I want to emphasize the difference between 
it and the Budget. The Budget is a fixed guide that remains unchanged throughout the year. It isa 
summation of what each Budgeting Executive says is his plan for the coming year. 

The Latest Estimate, on the other hand, is just what it is titled -- the latest and best guess 
as to what actually the year will turn out to be. It is constantly changing and considerable effort is 
made to include in it anything that can affect Net Profit. 


PERFORMANCE REPORTS 

On the left of Exhibit VII you will see how we show Daily Sales to Management. We break 
them down within the Parent Company by Sales Department, and show the more important sub- 
sidiaries by a total for each. The current sales are compared to the Latest Estimate -- not the 
Budget -- and to the figures at the comparable period of last month. Note that the entire Summary 
is cumulative, month-to-date. 

And on the Daily Sales Summary are our thermometers -- quick, graphic comparisons of 
Actual vs. Latest Estimate. We use those columns to highlight interesting figures that might 
otherwise be buried in the statistical data. On the statement shown we have selected one of the 
Sales Departments; but we might show Parent Company’s Sales to Customers, or one of the sub- 
sidiaries, or the Consolidated total, or even a section of one of the Sales Departments. 

This Summary is on the readers’ desks by 9:15 each morning covering the previous days’ 
billings. 

On the right side of Exhibit VII is our flash “Budget Report”. We get it out monthly, and 
often it is the first report on a set of figures to reach the Management level concerned. 

Here, for instance, we show the volume -- not dollars -- of a major product. On the chart 
is a cross-hatched column for the fixed Budget that was approved, in this case, in December 1952. 
Beside that is an open column for the Latest Estimate. And the lines shows the Actual. This chart 
is cumulative, year-to-date -- hence the general upward trend. You can see from the statistics on 
the lower half, that the line representing “Actual” at 10 months of the year is 13% over the orig- 
inal fixed Budget, and 10% over the Latest Estimate. For the ten months the Sales Manager raised 
his estimate 1,700 cases over the original Budget, but actually he shipped 8,300 cases more than 
his Budget. A pearl among Sales Managers: a conservative! 

These Budget Reports cover the gamut of the Operating Statement -- Sales, Costs, Expenses 
and Income Taxes. They are flashes -- inexpensive to produce and rather widely distributed. No 
one is expected to file them; the intention is that the recipients check them briefly and toss them 
out. 
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Exhibit VIII shows our Directors’ Report. This is a small collection of Operating State- 
ments, Balance Sheets, and statistical miscellany carefully compiled for quick digestion by our 
Board. To the left is data for the month -- in this case December. To the right is the year-to- 
date information. (These are actual figures, by the way, for the year 1952). 

Every actual figure on the statement has its Budget counterpart. In ‘52 our Monthly 
Budget was a simple 1/12 of the Annual one. Since then we have refined the procedure to more 
accurately prepared estimates. 

At the Board’s special request the fixed Budget data are included in this Report, rather 
than the ever-changing Latest Estimate. They maintain that the comparison is between the organ- 
izations’ plan and its results. Aside from the fact that there is excellent reasoning behind such 
comparison, we wouldn’t be the ones to argue with them, anyway! 

But they want the Latest Estimate, too. On the Statement No. 1 that is depicted in your 
booklet we overlay an insert (not shown) covering columns “E”, “F”, “G”, and “H”. There we 
apply our Latest Estimate figures for the balance of the year to the actual up to that point, coming 
up with our best guess as to what the year will be. It makes very interesting comparison with the 
original fixed Budget. 

These are just some of the Performance Reports that flow from our Budget group to the 
various levels that worked out the figures initially. There are others, some tabulated and some 
manual. We try always to keep them current and readable. 


ORGANIZATION AND EVALUATION ’ 

So there you have it: an integrated Operating Budget is a medium-sized manufacturing 
Company. Parts of it six or seven years old, parts being tried out for the first time for 1954. In 
my humble opinion it can be a real Management tool. It needs simplification, greater sensitivity, 
and wider acceptance before it has attained that goal. But the way from here to the goal is much 
smoother than the road we’ve already traversed. 

I want to come back for a moment to our friend, Mr. Accountant. I said earlier that if that 
man has the few necessary additional talents to be the Budget Director, there is no better man in 
the Company for the job. He has the training and the background to make the mass of detail of the 
Operating Budget a simple problem. He has accessible to him a picture drawn in figures that 
covers every corner of the Company. His training in “What if...” analysis has taught him to 
look at the future with respect and estimate it carefully. 

So if in your Company there is need for a coordinated Operating Budget that has not yet 
been filled, I urge that you take the lead in the operation. If your Budget is fully developed and 
under another’s control, back him to the limit with the actuals for comparison with his estimates. 
Your association with Budgets will bring you closer to the Management viewpoint than almost any 
activity in your sphere. 
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VOLUME AND PRICE.... 
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SALES REVISES AS INDICATED BY THE "TARGET" 
EXHIBIT II 
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1954 BUDGET 
Third Preliminary Forecast of Net Sales and Cost of Goods Sold - O rer 1h, 1653 
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AND (C) CONVERTS 
DATA FOR PLANTS IN- 
CLUDING CAPTIVE USAGE 
AND INTER-PLANT SHIP- 
MENTS. 
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EXHIBIT V 


. AND SUMMARIZES 

PRODUCT EARNINGS, 

DEPARTMENT EARN- 

INGS, AND OPERATING 
EARNINGS 








19% Buiget 
Fourth Preliainary Forecast of Product Earnings ~- October 31, 1953 


Department VII 


$ Sales Dollar Cost 
per Unit Net Sales per Unit Delivery Exp. 
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$1,351,808 
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EXHIBIT VII 















BUDGET REPORT 














BUDGET GROUP COMPARES SALES FORECAST 
WITH ACTUAL DAILY.... 

















2 DAILY SALES SUMMARY 








































































































Amount Difference 
Sales Latest Balee Jen 6,853 cases 6,350 canes 7.9% 6,350 cases 7.% 
for the Estimte at this = ime. 15,280 ” 12,700 ”* 20.3% 12,700 20.98 
Month ~~ Total Time 3 Mos. 19,122 19,050 0. 19,050 0. 
Parent Company So Far Month | Last Month J 2.2 St ..... Sa a... 23 + 
4 Mos, 27,449 25,400 8.1% 25,400 6.19 
Industrial Chemicals 000,000 | 0,000,000 yy Sales 5 Mos. 33,260 31,750 4.6 31, 750 4 .os 
Agricultural Chemical OC ,000 00,000 00, So Far 6 Mos. 40,407 38,100 6.1% 38,100 6.1% 
This Month ene Sn Ah ae == 
B-K 00,000 000,000 00,000 A. © — ~ 47,595 x 1.3% bb, b50 1.1% 
Household Producte 0,000 00,000 00 ,000 . . ° 00" v4 50,800 “ 
undry 00,000 000,000 | 000,000 Housebh-1d Products 8 Mos, 5,557 50, 9. 9. 
la and Dry Cleaning 0 ’ , 9 Moe, 63,30 ” 57,1590 * 10.9% 57,150 10.9% 
Metal Processing ~ 00,000 000,000 000,000 . 6 “ 13. 100 10. 
Maintenance Chemicals 00,000 00,000 a on = — 71,805 $3 so e 3.2% rm ” 
Corrosion Engineering Products v,000 00,000 00, Rot imate Year 75,150 * 
Sales Development Ou 0,000 0,000 are Shows 
Divisional Producte ° 0,000 r) oe Pr 
TO CUSTOMERS 000,000 | 0,000,000 | 0,000,000 
' To Pennsalt of Washington 00,000 00,000 
To Pennsalt International 00,000 00,000 00,000 Distribution: 
To Sharples Chemicals 00,000 00,000 sd 
To Utilities 00,000 00,000 a FORECASTING AND STATISTICS DEPARTMENT 
poo 
PARE? COMPANY 000,000 | 0,000,000 | 0,000,000 
Subsidiarioe 
Pennesalt of Washington 000,000 | 0,000,000 000,000 
Pennselt International 0,000 000 , COO 000 
Sharples Chemicals 00,000 000,000 000,000 
Utilities 00,000 00,000 0,000 
Lees: Inter-Company Sales “00,000 000 , O90 00 ,000 
TOTAL $000,000 | $0,000,000 | $0,000,000 























...AND MONTHLY FOR ALL MANAGEMENT 
Date Issued November 12, 1953 LEVELS 





Summary No. 7 of 20 for the month 





Distribution: 
Daily: B’l, C20, Dll, File Forecasting and 
Weekly: A7, B2, BlO, B16, Bal Statistics Department 

C20, C26, Dll, #2, 9 
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PROJECTING FUTURE CAPITAL EFFECTS 
Horace G. Hill, Jr., Budget Director - The Atlantic Refining Company 





LONG-RANGE FORECAST 

The starting point of capital expenditure policy is at the grass roots of the enterprise 
where someone has appreciated his responsibility for making the best use of the investment 
entrusted to him and has a constructive idea. If he can obtain a certain amount of capital funds, 
he is convinced that he can invest these funds in such a way as to produce incremental net re- 
ceipts, in sufficient quantity and in a short enough space of time, to indicate an attractive rate 
of return. He discusses his idea with his associates to see whether they can find any flaw in 
his reasoning. He finally presents it to his department head who convinces him that it should 
be given serious consideration. The department head may point out that the success of the 
proposal will depend upon the ability of some other department to supply or dispose of the in- 
creased quantity, and he makes that check promptly. If no obstacles have appeared in these 
operational reviews, the department head asks the engineering division to criticize any phase 
of the proposal to which some technical objection might be raised, including the rough estimate 
of the project cost. The idea is then ready for a computation of its probable rate of return and 
a forecast of when it will become an accomplished fact. The accumulation and coordination of 
these ideas provide the basis for the long-range forecast in its preliminary form. 

In the meantime top management, through its staff or other available services, is ex- 
ploring the outside factors which might exert appreciable influence on the company operations. 
These would include the probable trends in General Business Level, Material Prices, Labor 
Rates, Finance Market, Industry Competition, Specific Product Demand, Etc. 

As the long-range capital expenditure forecast takes more definite shape, it is possible 
for the proper operating and staff personnel to agree on the composition of a forecast balance 
sheet, which should be made for each year. This step will give assurance that nothing has been 
missed, even though some features might have been treated superficially. The relationship 
between the plant account and the inventories, accounts receivable and profit are the principal 
points to watch. The cash ‘account will be the balancing figure and will indicate the need for 
financing. 

Although the capital expenditure projects, around v)..:'} tie ivrecast is being built, will 
show their effects through the project life span of between ten and thirty years, many companies 
are using three years although five years is the most popular span. The reason is that in most 
industries it is impossible to foresee the specific items of expansion or improvement which 
will appear five years hence. 

When the preliminary long-range forecast has been properly clothed in its balance sheet 
garb. it is ready for discussion with the financial officers. In preparation for this review, the 
financial management has re-examined the company’s capital structure, felt the pulse of the 
debt and equity markets, formed an opinion as to what the average capital structure of the com- 
pany should look like during the next twenty-five years, and computed what the average cost 
of capital funds might be on this basis. As an example, such a basic study might show that the 
company was currently overburdened with short-term bank loans, that the bond market was 
the most attractive source of funds at the present time while the sale of common stock held 
little inducement, that the long-run capital structure should show common stock equity represent- 
ing 80% of total assets, and that the average capital cost on the long-run basis would be about 11%. 

With this sort of financial background established in the minds of the management, the 
preliminary long-range forecast is examined. Proposals which indicate rates of return below 
the average cost of capital are the first ones to be questioned. Even though there is no apparent 
need for new funds from the outside, the same measure must be applied. Cash profits, equiv- 


alent to book charges for exhaustion, can be plowed back without question, but those funds must 
earn as much as the facilities which they replace. Profits in excess of dividends can also be 


plowed back but they increase the stockholders’ equity exactly as if new stock had been sold, 
and the owners expect at least as high a return on their increased holdings. Any proposal which 
does not promise more than the average cost of capital is going to need some other kind of 
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convincing justification to win the endorsement of financial management. 

The dividend forecast is then reviewed and modified by financial management on the 
basis of more intimate knowledge of stockholder relationships. 

With these adjustments made, the impact of the long-range capital expenditure forecast 
can be studied. Some peaks and valleys can be removed by deferring an occasional proposal 
for some reasonable period. If the need for new money is of temporary duration it might be 
decided to finance entirely by bank loans. However, if permanent financing is required, the 
type must be selected and a probable schedule laid out. It is always possible that the demands 
for funds are in excess of what the financial management considers wise, and that may necessi- 
tate eliminating some of the least desirable proposals in order to stay within the self-imposed 
restriction. 

Insofar as these eliminated proposals were expected to produce funds, it then becomes 
necessary to adjust the forecasts of net receipts and add whatever other finishing touches are 
required. The result is the Long-Range Forecast or the Five-Year Program, the value of which 
will depend entirely upon the degree of careful attention which it has received from every branch 
of management. 


ANNUAL BUDGET 

The first year of the Five-Year Program will provide the outline for the current Annual 
Budget. It must be understood that this outline can serve only as a general guide and not as a 
rigid frame-work into which the Annual Budget must be forced. 

Operating management gives its first attention to the detailed capital expenditure fore- 
cast indicated for the current year. It starts with the list of open authorization and their un- 
expended balances, each one of which requires a separate review if any significant amount of 
money is involved. These should be studied from the viewpoint of how much has been already 
spent, whether the job will be completed in the budget year, whether the total cost or the rate 
of return need revision, whether its successful performance is contingent upon other capital 
expenditures not yet made, and whether its cancellation should be considered. If the rates of 
return, for purposes of the Annual Budget, are computed on the incremental basis of the addi- 
tional investment needed to make the project operative, their relative value would be clearly 
demonstrated. It is not always convincing to claim that every authorized project is exempt from 
the screening process, when many of them could be cancelled with slight or no loss. 

The other portions of the capital expenditure program then come up for scrutiny by the 
operating managers and are viewed largely as to their expected rate of return, whether they be 
replacements, improvements or additions. Each company must solve its own problem of how to 
prevent padding the capital expenditure budget as presented by the operating managers. 

The next step in budget preparation is the close coordination of physical quantities or 
volumes of raw material and each product. This brings together the purchasing, producing, 
storing, distributing and selling functions to discover the most profitable level of operation and 
mix of products or points of sale. When this has been determined each operating organization is 
in a position to prepare its dollar budget, based on the capital expenditure plan and the current 
volume policy which have been developed tentatively. 

In preparing the Annual Budget it is necessary to go into sufficient detail to permit a close 
comparison with accounting records during the year. It is best to have the budget made up by 
months throughout the year so that a performance check and analysis of deviations may be made 
as currently as possible. 

The capital expenditures are also going to be checked each month and they must be budgeted 
that way. They should be in such detail that each authorization of any significant size will appear 
separately in the budget so that deviations can be traced to specific jobs. The tendency to place 
most of the annual budget in the early months of the year seems to be just as certain as crowding 
most of the five-year program into the first two years, but the reason is slightly different. In the 
case of the annual budget, the endless stream of obstructions is not foreseen, although they always 
happen, and the forecast reflects what might be accomplished if everything went smoothly with no 
storms, no strikes, no rationing, no changes in plans, no troubles of any kind. 




















VOL. II - NO. 5 t 4 & Page 19 


The forecast monthly balance sheet finally emerges as the preliminary budget is com- 
pleted and it is then ready for conference with the financial management. Any significant difference 
from the first year of the Five-Year Program should be explained. Then the monthly course of the 
cash position is followed through the budget year. The contemplated use of long-term rentals 
or lease-back arrangements, as a substitute for capital expenditures, is uncoyered to be sure that 
the fixed liability burden is not going to become a major burden. Any probable changes in diy- 
idends or labor rates are debated, as to whether some cash cushion chould be proyided, 

If the indicated demand for cash is higher than the financial management believes it can 
provide without some danger, there will prokhably be an attack on the continually growing inventory 
and the large amounts of money which would be available if operating management would be willing 
to function with less stock on hand. Inventory is one of the unsolved problems in many industries 
and it is no wonder that financial management prefers to see its procured funds invested in some 
more lucrative manner. 

When the financial officers have made their contribution and when the necessary adjust- 
ments have been made, the Annual Budget is ready for presentation to the Board of Directors 
for forma] adoption. This establishes the pattern for comparison throughout the year by the 
monthly performance reports and the analysis of the deviations. However, the adoption of a 
budget should not be interpreted as freezing antything in a way which would force management 
to follow a prescribed path if some better path could be discovered. A few companies have con- 
sidered the adoption of a capital expenditure budget as the equivalent of authorization or appro- 
priation, while the great majority continue to view the budget merely as the company’s road map 
on which the probable course has been marked subject to change if circumstances warrant it. 


SEMI-PERFORMANCE STUDIES 

Another form of projected capital effects has grown out of the practice of obtaining partial 
performance reports on capital projects. Most companies find it difficult, or even impossible, to 
make a thorough check on the profitability of a capital project completed a few years ago and 
forecast to show a substantial rate of return incrementally. The accounting is seldom designed 
to furnish a segregated P. & L. for the project under consideration, and the dilemma of guessing 
what would have happened if the capital outlay had not »een made throws the problem into the realm 
of being just another estimate. But even on this basis it is a very stimulating exercise and it can 
give management some real help. It can hardly be done with the wide coverage employed in the 
Annual Budget, which picks up everything in the consolidated company, but it can be applied to one 
project after another so that a continuous sampling process is under way. 

From such factual performance data as are available, coupled with the type of estimates 
used when the project was justified, a reasonably sound performance comparison can be produced 
for this early life study which might be at about five years. These first few years are the most 
significant and can almost tell the whole story. The-study will show whethér the project of five 
years ago has been able to stand alone and deliver its promised advantages, or whether it has had 
to call for further capital help in order to fulfill its promise, or whether it has used additional 
help without being able to hold up its end. Whatever the pattern of the comparison proves to be, 
it will be highly instructive. - 

From the first step of the partial performance report, it is a relatively simple matter to 
complete the picture in the light of present day knowledge. If further capital expenditures are re- 
quired to salvage the original project, and is this incremental outlay can show a good incremental 
return, that can be indicated for future budget use. If the project is performing even better than 
expected, and gives promise of a long profitable life, this knowledge can lead to other invest- 
ments of similar type. If the performance is considered hopeless, it should be a deterrent to 
further efforts in that direction, Projecting beyond the history of the first few years can give 
much valuable information to operating and financial management. 





PROJECTION CONTINUALLY 
There is something very sobering about making capital expenditures. They are committing 
the company to a certain line of action for a long time, which is, generally twenty to thirty years. 
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They require large sums of money which belong to other people who expect it to be wisely used. 
An alert management senses these things and sees its responsibility. By constant projection 
into the future through the means we have been discussing, management has developed some guides 
to making the right decisions. 
The Long-Range Forecast encourages comprehensive planning instead of random growth. 
The Annual Budget permits careful screening and control before taking the actual steps. 
The Performance Study aims at prompt remedial action and finer future selectivity. 





Question: Recently, a statement was made to the effect that every budget 
QUESTION that was ever installed has been actively or passively resisted by pro- 

BOX duction personnel, from the manufacturing vice-president to the bottom 
of the line. Do you subscribe to this belief? 











Answer: We cannot believe that this condition persists generally when there is true, 
enlightened budgetary control. No budget should be contemplated or installed except with the 
participation of divisional, departmental or sunervisory management in its preparation. This»: 
area of cooperation may extend further down the line to include individuals having peculiar or 
precise knowledge of factors influencing the establishment of the budget. Time must be devoted 
to indoctrination and to an explanation of budgetary aims and goals. The budget can be an aid for 
all levels of management and its usefulness is no greater than the degree of its acceptance. 


Basically, a person will strive to carry out plans which he has helped to make. He should 
be informed as to the relationship of the various budgets, as to conditions which are considered to 
be beyond his control, historical results, planning for the future and any other data that is re- 
quired to insure active cooperation. Formal budget reports may not be sufficient. Monthly or 
other periodic meetings can be held to review estimates in the light of actual experience. 


Actual results in excess of estimated expenditures are not necessarily to be criticized or 
made the subject of any inquisitorial action. In most cases logical clarification will be forth- 
coming. Measures can be then taken, with the assistance of the various levels of management, to 
make any required adjustments. 


The introduction or amplification of budgetary control is no different than any other 
innovation that must be explained. Changes in processes, use of materials, working hours, depart- 
mental organizations and other similar revisions must be communicated satisfactorily to affected 
personnel in order to insure acceptance and understanding. Lines of communication should remain 
open to provide required information whether for budgets, the employees’ picnic or the annual 
bowling tournaments. Budgets are not mystic since the employee more than likely uses one, 
actively or passively, for his personal or household affairs. 





Ray Krysl, Acting Editor 1457 Gregory Street Chicago 40, Illinois 














